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Please state your name and address.
My name is John DuRocher, and my business address is IB#5\Wolf Road, Des

Plaines, lllinois.

What is your occupation?

| am the Executive Director of the Northwest Walemmission. | have been employed
in local government in lllinois since 1987. | spent 13 yaarthe chief administrative
officer in two municipalities (the Village of Montgomyeand the City of Wilmington)
and 8 % years as the Executive Director of the NoghWéater Commission (my current
employer). At the Village of Montgomery, | was respitae, through my staff, for the
construction of a lime softening water treatment pladt @timately all operations of the
water department. Inthe City of Wilmington, | wasoaldtimately responsible for the
operation of a water treatment facility of the sagpe and all operations. | was directly
involved in both communities in the establishment of buglgatl water rates for all
operations of the municipality. It is important to ndiattlime softening water treatment
facilities required the Responsible Operator in Chargmssess an IEPA Class “A”

operator’s license.

At the Northwest Water Commission, | sign off as ttwner on all matters dealing with
the State and Federal Governments and their respegtveias, although | am not

personally the Responsible Operator. At the Commidsdmn responsible for all



22

23

24

25

26

27

28

29

30

31

32

33

34

35

36

37

38

39

40

41

42

43

44

budgeting and rate setting activities and the performana# piaint operators. My duties

include budget analysis and rate forecasting.

Please describe your educational background.
| have a BA in Philosophy from the University of Ibis 1984 and a Masters Degree in
Public Administration from Northern lllinois UnivergitMy specialty is City

Management with a sub-specialty in Finance.

Can you describe the Northwest Water Commission?

The Northwest Water Commission was establishek®5v as an Illinois unit of local
government. We became operational in 1984 very shotdy tile Supreme Court
allowed certain states access to water from the Geedas. The Commission provides
water, purchased from the City of Evanston to our foumbex (owner) municipalities:
the Villages of Arlington Heights, Buffalo Grove, Patatand Wheeling. We operate
approximately 45 miles of transmission main, most of wisc60” in diameter, one main
pump station, and two (2) booster pump stations. We cilyguninp about 24.5 million

gallons of water per day (MGD) and employ 12 full timespes, including myself.

Are you familiar with the contract governing the transmission of water to the
Northwest Water Commission communities?

Yes. The NW Water Commission is party to a cacttivith the City of Evanston, which
delivers water to a connection point to the NW Watem@ission’s system. | am

responsible for the management of the water trangmiggpeline between the City of
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Evanston and the Villages of Arlington Heights, Buff@move, Palatine and Wheeling.
The Commission has a very small and talented sta#.d@&/most of the maintenance and
system programming of the SCADA system in-house fronfetf@ston connection to

the connections to the member villages — about 45 milester mains. Water is
delivered to our member receiving stations and becomeg¢ispmnsibility after that

point. We monitor all aspects of water quality andesyspressure on a continual basis.

What is the purpose of your testimony?
| have been asked to review the agreement betwésmidlAmerican Water Company
(“IAWC”) and American Lake Water (“ALWC”) governing treelivery of Lake

Michigan water to IAWC for customers in the Bolingbkaand Homer Glen areas.

Can you summarize your conclusions?

My main concern is the accountability of privattiliated firms providing water on a
cost effective, economical basis. My involvementhia water industry and through the
American Water Works Association has led me to belibae providing water on a cost
effective basis is essential for community developmémthe United States we pay very
little attention to the need for water. In the Greakes region, we have access to clean
and plentiful water. If this asset were to go awaperome cost prohibitive, economic
development would be seriously impeded. It is my bel&tf #itcess to drinking water is
a basic human right and that the management of wegeurces should assure that the

public receives drinking water on fair and reasonable terms.

1 JAWC Ex. 1.0 at 2.
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Can you provide a general description of the contract betaen IAWC and ALWC?
Yes. The parties to the contract are the utilé&vC, which distributes water directly to
consumers, and ALWC, which obtains Lake Michigan watdrteansports it to certain
connection points, or “points of delivery” on the IAV¢gstem. Both IAWC and ALWC
are owned by the same parent company, American Wateo@gn. ALWC receives

Lake Michigan water from the Village of Bedford Park.

What does the Agreement provide in connection with theost of Lake Michigan
water?

Section 7.1 of the Agreement provides a formulal&ermining the rate ALWC will
charge IAWC. One component of the formula is “PW*murchased water costs,”
which is the cost of purchased water imposed by ALWC's sippér 1,000 gallons,
multiplied by the “Normalized Total Deliveries.” This faula results in a water charge
equal to 85% of IAWC'’s Lake Michigan allocation or the ager yearly ratio of total
water delivered to all ALWC'’s customers compared to timeal allocations — whichever
ratio is lower. Agreement at page 15. Assessing thecasiitbased on the volume of
consumption using this measure is a good way to keep ewstoler multi-year

periods, and is consistent with what we do at the NWeYW@aommission.

Does the Agreement add any charges to the purchased watfarge?
Yes. The formula in Section 7.1, paragraph (a) on p&gghows that the unit charge is
made up of the OM (Operations and Maintenance) chargtharleW (Purchased Water)

charge as | described above, multiplied by “F”, a fad&dined in the Agreement as [1 +
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(15%/1-1T)], where IT = sum of all federal, state, amchl taxes. As a result, the unit
cost for water includes the cost of purchased water, dutbj¢he normalization factor,
and is increased by the F factor. IAWC’s workpapers sthaivthe F factor for 2010-

2011 equaled 1.242, or 124.2%. This provides ALWC a 15% margin aftes. t

Is this formula the equivalent of a “pass-through” of purchased water costs?

No, the unit charge is not a direct pass-through o$tipplier unit charge. The Bedford
Park purchased water charge is increased by the F fattioh currently is 1.242. The
result is that the unit water charge ALWC charges |IAM/@igher than the unit charge
imposed by the supplier for purchased water. As showneoArterican Lake Water
Company Contract Rate Calculation for 2010-2012, Current @estowith Plainfield,
provided by IAWC in response to Staff Data Request MHE 1d022310-2012 the
purchased water charge of $15,161,034 increased to $18,830,004 by tretiappiic

the 124.20% factof.A copy of the IAWC document is attached as AG Exhibit 1.1.

Doesn’t the Agreement include a provision for the “passiarough” of increased
charges by ALWC suppliers?

Yes, but the pass-through is limited to therease in the supplier charge. Section 7.5
authorizes ALWC to “immediately” add a surcharge to theutated unit charge to
include any supplier increase. It is unclear whetheFtfaetor or the normalization
factor is incorporated into the pass through of an increasethe increase is simply

added to the unit charge based on total water delivered. gdeement, Section 7.5

2 The total Operating Cost, or OC, is $20,011,372, whieljigl to the sum of the OM Expense and the PW
($16,112,003) times the F factor (1.242). Applying the fofdo each expense separately results in an
insignificantly lower total ($2,000), which is effectivedyrounding issue.

6
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Have you seen this kind of formula used in water contract® northwest lllinois?

No | have not. In all of the water contracts thain aware of (including but not limited
to those of the DuPage Water Commission, the North8@stirban Municipal Joint
Action Water Authority and the Northwest Water Consiug’s) there are no provisions
for the formula used by ALWC. In cases | have seaamgased operation and

maintenance costs are passed through with no markup at all

Do you have any other comments about the charges ALWC and IAWCustomers
pay for Lake Michigan water?

Yes. ALWC and IAWC are both owned by American \WWalerporation. As a result, |
guestion what motive there is to negotiate the best fwicpurchased water. In fact, |
am concerned that there is a disincentive to negotiat® price because ALWC makes
more money when the purchased water charge is higheto tloe F factor that is
applied to the rate. IAWC passes the total charge tmiisumers, so IAWC also lacks

the incentive to seek a low rate.

Are other ALWC costs increased by the F factor in a mannesimilar to purchased
water charges?

Yes. Section 7.1 of the Agreement defines the “Opwy&harge” or OC as the sum of
the purchased water charges and OM, or Operations and Nece Expense, and the
same F factor is applied to the OM expense. That mbah$AWC, and its consumers,

pay ALWC more than ALWC'’s actual OM expense. As shawAG Exhibit 1.1, for



135 Plainfield, ALWC increased the $950,969 O&M Expense to $1,181,183emult of the

136 124.2% F factor.
137
138 Q. How are O&M expenses defined?

139 A The Agreement defines O&M expenses on page 14. Thaydmelages and fringe

140 benefits, “affiliate A&G and fees,” as well as resltate, gross receipts, sales and use and
141 invested capital taxes. In other words, under this Agreem@&l/C pays ALWC

142 24.2% more than ALWC pays for these expenses as & oéshé F factor.

143

144 Q. Were there any OM expenses on the American Lake Water Cqrany Contract

145 Rate Calculation for 2010-2012 that caused you concern?

146 A Yes. | was surprised to see only $13,861 for maintenalmcey experience, that does
147 not even cover the cost of one bad main break.olalestion what they are getting for
148 the Affiliate A&G and Fees expense, to whom they arengag franchise fee, what rents
149 they pay, and if they are renting, why are they paying ptppexes? | also find the

150 miscellaneous expense of $124,706 a surprisingly high portiore odtal $950,969

151 O&M expense. In my budget, the miscellaneous expense is $2)000a total budget
152 of about $10,000,000, with $15,000 as a contingency amount.

153

154 Q. Can ALWC’s OM expenses change from year to year?

155 A. Yes. Under the Agreement, the OM Expense is basedeo“actual costs and expenses
156 for the previous calendar year, as adjusted for all knamd measurable changes which
157 will occur during the following Service Period.” Agreemantl4.
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What incentive does ALWC have to control its OM Expense?

As is the case with the Purchased Water charge,damcerned that there is a
disincentive to reduce OM expenses because ALWC makesmamey when the OM
expense is higher, due to the F factor that is applietktonit rate. IAWC and ALWC
are owned by the same parent, and IAWC passes thehatgkcto its consumers,
increasing revenues for American Water. As a reAC also lacks the incentive to

control the OM Expense.

As the Executive Director of the Northwest Water Comnssion, what incentive do
you have to control your O&M expense?

| am in public service. My job is to provide the bpsssible service to my members, in
this case uninterrupted water, at as low a cost as pas$itk is my job. This is how my
performance is ultimately measured. In local governmanfijt is measured not in
dollars but in how happy your residents are. My governingr@@ mostly Village
Managers. Each of my member villages is experiencingoeserand fiscal challenges
and they are under enormous pressure to reduce or otheontsel costs at all level of
their operations. These concerns are extended ftédattbwest Water Commission.
Fortunately, these are practices that | believe inbmodght with me to the Commission.
The budget we present is straight-forward and is baseloedvetief that if something is
needed for the successful operation of the Commiska&mit will be asked for, if not,

then it won't. There are no “F” Factors in our cawts.
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Does the amount the Northwest Water Commission pay the @ibf Evanston change
from year to year?

Yes. Evanston charges the Northwest Water Coswoms58% of its water budget, and
charges its residents the remaining 42%. As a resuEudeston budget is constrained

by the same political accountability faced by the Northwéater Commission.

Does the Agreement authorize other charges to IAWC?

Yes. The purchased water and O&M expenses are pdue afnit Charge. The
Agreement also provides for a “Capacity Charge” in Sectian(b). Although the
Agreement is somewhat unclear at page 13, AG Exhibit 1.1,%agews that the
Capacity Charge starts with the total invested ca$e9,687.634), which is allocated to
each leg of the pipeline. The allocated amount is tgliplied by 2.5%, representing
the amount recovered in rates each year. ALWC thphes the F factor to the result for
each leg of the pipeline, so that the total capital ibatudes 2.5% of the investment,

multiplied by the 124.202% factor. For 2010-2013, AG Exhibit 1.1 shbe$ollowing:

Total Lake Water $49,687,643
System Cost @ 2.5% $1,242,191
F Factor (* 1.24202) $ 1,542,822.

What is the effect of this calculation?
The effect is that IAWC and its customers pay ALWED0,631 or 24.2% of the capacity

allocated for each year to cover the cost of ALWiG@lestment.

10
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Does the Agreement itemize the sources of capital dser this investment?

No.

Doesn’t the Northwest Water Commission also pay a return omvestment for its
infrastructure and pipeline?

Yes, the Northwest Water Commission’s agreemetit thie City of Evanston includes a
return on investment of 9.5%. This agreement was ragdtin 1985, when interest
rates were much higher than they are today. Then@ission pays a three part rate to
the City of Evanston. One component is the fair vadiie base which is a combination of
the Original Cost Less Depreciation and Replacemest Bew Less Depreciation. We
pay a rate of return of 9.5% of this value. The otwercomponents are depreciation
and Evanston’s operating cost. We do not pay a returrese #xpenses. At the end of
each year, there is a true-up between Evanston amdottiewest Water Commission to
set the per-unit cost going forward. All told, the aafsthe 9.5% rate on the investment
is about 19 cents per thousand gallons, the depreciatiogecisasbout 3 cents per
thousand gallons, and the per unit operating cost is abo@n®s per thousand gallons
for a total cost of about 57 cents per thousand gall®he. Northwest Water
Commission’s “mark up” for its salaries, electricitysurance, maintenance, etc is about
34 cents per thousand gallons and its debt service is abocah®5per thousand gallons.
In total, we pay Evanston 57 cents per thousand gallonsuarekpenses are 59 cents per
thousand gallons. Under the Agreement IAWC is charged $3.05B8dfgrd Park, and

it imposes another $1.289 for ALWC charges. See IAWC2EX

11
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Are there provisions of the Agreement other than the caulation of the rates that

you would like to comment on?

Yes. The Agreement requires IAWC to “exercise Raable Best Efforts to take Lake
Michigan Water from ALWC at a uniform rate of flowAgreement at page 4. When
pumping and electricity are required for the delivery ofemat is often economical to
take more delivery at night, when electricity costslane Subject to operational
constraints, ALWC should not limit IAWC’s options teduce its own operating costs by

filling its storage tanks during off-peak hours.

Do you have any comment on the 1.5% monthly interest rate praded for in Section
8.1(a) of the Agreement?

It is not unusual to impose a 1.5% monthly interest fat late payments. However, in
this case the debtor (IAWC) and the creditor (ALW@® malated companies, so the
payment is from one pocket to the other of the sanmatie owner. If there are late fees
assessed, IAWC'’s customers would presumably be paying dngegtshielding IAWC’s
revenues from any effect and potentially removing IAW@tentive to avoid such
charges. The Commission should be careful to assairéate payment fees are not
incurred on a regular basis because although a 1.5% per feergeems low, on an

annual basis it represents an 18% charge.

Do you have any other comments on the Agreement?
| am concerned about accountability, in that ALW@a¢ accountable to IAWC or to

consumers the way that elected officials are accolemtdn fact, ALWC’s main concern

12
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is its shareholders, and that interest can be at oitldsh& consumer’s interest in fair and
reliable water service. In a local government, ekcifficials are accountable to the
voter and are ever cognizant of this fact. In additibe,elected official is also a user of
the system. In the case of private utilities thateheantracts with unregulated, private
affiliates, there is no direct public accountability Vieg it up to the lllinois Commerce
Commission to insure that the contract between m@j\aftiliated companies and the
affiliated company’s costs are fair to consumers andistems$ with local practices and

prices.

Does this conclude your testimony?

Yes.
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